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International Securities and Capital Markets
PAUL A. MACKEY, WALTER DOUGLAS STUBER, ADRIANA M. GODEL STUBER,
JEFFREY KERBEL, KEN KIYOHARA, KAREN BERG, BERT CHANETSA;
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I. Developments in the Arab Middle East
A.

REGIONAL

1. The Unified Arab Bourse
The Union of Arab Bourses agreed to establish a unified Middle East stock exchange.
The Unified Arab Bourse (the Exchange) will be located in Cairo, Egypt, and led by the
soon to be established Arab Stock Exchange Board. The Exchange will be independent
from the individual country securities markets and their respective securities regulators.
The Exchange will have its own rules, including those covering stock listings, broker/dealers, disclosures, and trading settlements. It is not clear at this time whether or to what
extent foreigners will be afforded access to the market. Trading on the Exchange is planned
to begin in early 2005 and is projected to further economic unity within the region.
2. IOSCO Islamic CapitalMarket Report
The International Organization of Securities Commissions (IOSCO) formed a task force
to study and report on the development and regulatory issues relating to the Islamic capital
market. The Islamic Capital Market Task Force issued its report, the Islamic Capital Market

*Section I, Developments in the Arab Middle East, was contributed by Paul A. Mackey; Section II, Developments in Brazil, was contributed by Walter Douglas Stuber and Adriana M. Gtdel Stuber, Stuber-Advogados Associados, S~o Paulo, Brazil; Section III, Developments in Canada, was contributed byJeffrey Kerbel,
Bennett Jones LLP, Toronto; Section IV, Developments in Japan, was contributed by Ken Kiyohara, a parmer
at Ashurst, Tokyo; Section V, Developments in the Netherlands, was contributed by Karen Berg, an advocate
at De Brauw Blackstone Westbroek P.C. in New York; Section VI, Developments in South Africa, was contributed by Bert Chanetsa; Section VII, Developments in Switzerland, was contributed by Michael Hartmann,
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Fact Finding Report (the Report),' in July 2004. The Report provides an overview of the
unique principles and laws' underlying Islamic finance, the current landscape of the Islamic
financial services industry, and conclusions on regulatory and development issues. Specifically, the Report seeks to determine whether current regulatory frameworks can support
Islamic capital markets or products (i.e. Shariah compliant investments) or whether significant transformation is necessary to do so.
The Report recognizes the growing importance of Islamic capital markets to the global
financial market and encourages regulatory efforts that comply with IOSCO's objectives
and principles. In most cases, a market with a sound regulatory framework can support an
Islamic capital market component. The Report acknowledges that, in some instances, jurisdictions may feel compelled to adopt specific rules regulating Islamic capital markets or
products within their territory. The Report cites several possible obstacles to Islamicfocused market regulation, including divergent Shariah interpretations, inaccessibility to
information on Islamic investment products, and a gap in the international regulatory arena
for Islamic capital market issues.
B. UNITED ARAB EMIRATES
1. Dubai InternationalFinancial Centre Open for Business

The most ambitious effort to develop a world-class financial center in the Middle East
was formally declared open for business in September 2004, when the Crown Prince of
Dubai, His Highness Sheikh Mohammed bin Rashid Al Maktoum, issued a series of laws3
formally establishing the Dubai International Financial Centre (DIFC). The laws establish
a regulatory framework necessary for the operation of the DIFC. The DIFC is a financial
free-trade zone based in Dubai, one of the United Arab Emirates (UAE).
The DIFC Financial Services Authority (DFSA) is an independent regulatory authority
overseeing all financial and related services of the DIFC. Among other things, the DFSA
licenses broker/dealers, authorizes financial firms, establishes market rules and regulations,
and enforces financial market rules. Other laws issued include: a regulatory law governing
all financial and related ancillary services conducted by the DIFC; a companies law that
enables companies to be created and recognized within the DIFC; a contract law governing
contractual relationships between parties; an arbitration law incorporating international
arbitration standards for disputes within the DIFC; a law regulating Islamic financial business, which creates the regulatory framework for the conduct of Islamic financial business;
and a markets law that provides a framework for the supervision of market institutions and
reporting entities by the DIFC.
2. UAE Allows GCCNationals to Own and Trade in UAE Joint Stock Companies

The UAE has liberalized its foreign investment rules, allowing citizens of the Gulf Cooperation Council (the GCC) to establish, own, or trade shares of public joint stock com-

1. OICU-IOSCO, Report of the Islamic CapitalMarket Task Force of the InternationalOrganizationofSecurities
Commissions (July 2004), available at http://www.sc.com.my/eng/html/icmi/ICM-IOSCOFact%20finding%20
Report.pdf.
2. Islamic financial markets are guided by Islamic laws known as Shariah. The laws prohibit certain behavior
or transactions. For example, charging of interest or Riba is prohibited by Skariah principles.
3. Twelve new laws were issued in September 2004 and all are available on the website of the DIFC Financial
Services Authority, at http://213.132.37.235/dfsa/legislation/difc-laws-regulations/(lastvisitedJune 25,2005).
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panies in the UAE. Previously, only UAE nationals were permitted to own stock in UAE
joint stock companies under the UAE Company Law. The UAE's decision is expected to
result in additional GCC investment into the UAE.
C. IRAQ
1. Iraq SecuritiesMarket Launched
After more than a yearlong halt, resulting from the war between Iraq and the coalition
led by the United States (Iraq War), stocks are once again being traded in Iraq. The Coalition Provisional Authority 4 issued interim law No. 74-Interim Law on Securities Markets
(the Law).' The Law provides an interim legal and regulatory structure necessary for trading
securities in Iraq. Among other things, the Law establishes three primary bodies: the Iraq
Stock Exchange (ISX); the Iraq Securities Commission (ISC); and the Iraq Depository (the
Depository).
The ISX replaces the Baghdad Stock Exchange, which ceased operations on the eve of
the Iraq War. The ISX is an independent entity, separate from Iraq's Ministry of Finance
and the interim Iraqi Government. Established as a not-for-profit entity, the ISX is memberowned and self-regulated with oversight and operational authority vested in a board of
governors and general assembly. The Depository provides a new centralized mechanism
for clearing and settlement.
The ISC was established as an independent oversight regulator. The ISC is comprised
of five members and is vested with certain powers, including the power to:
" review, approve, or supplement ISX or Depository rules;
" require the filing of reports or maintenance of transactions records of the ISX;
" inspect the operations of listed companies;
" establish financial statements or ownership disclosure rules;
" bring enforcement actions or other court actions against brokers, companies, or other
individuals; and
" suspend trading (for 10 days) or the listing of any security on the exchange.
Trading on the ISX is very limited at this time, conducted on white boards two days a
week in two-hour sessions. Plans are to expand trading as early as the first quarter of 2005.
Recently, a bidding process was launched for the technological modernization of the ISX.
The Law is intended to be an interim measure with the expectation that a permanent
comprehensive corporate and securities legal framework will be established at a later date.
II. Developments in Brazil
A. ExCHANGE AND LoAN OF SECURITIES
On May 27, 2004, the Brazilian Monetary Council (CAN) passed a resolution allowing
financial and other institutions accredited by the Central Bank of Brazil (Bacen) to borrow
4. The Coalition Provisional Authority was dissolved in June 2004 with authority handed over to an interim
Iraqi Government. In accordance with the transition, all laws, including those referred to in this report, established by the CPA remain in place unless subsequently reversed or modified by the interim Iraqi Government.
The interim Iraqi Government has not yet chosen to do so.
5. Coalition Provisional Authority Order Number 74 Interim Law on Securities Markets, CPA/ORD/18
April 2004/74, available at http://www.iraqcoalition.org/regulations/index.huTl#Regulations (last visited June 25,
2005).
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from, exchange with, and loan to individuals or legal entities (whether or not part of the
Brazilian Financial System) securities from their own portfolios. This resolution came in
response to a long history of demands by financial market participants, and is similar to an
existing mechanism allowed by the Brazilian Securities and Exchange Commission (CVM)
regulating loans of stock of publicly-held companies made by providers of clearing, trade,
and custody services.
Securities exchange and loan transactions include public and private securities and, in
the Brazilian market, are generally referred to as "rent of securities" (aluguel de titulos).
Renting assets is usually seen in short-position transactions where an investor, betting on
a price drop, sells a certain asset (the security being negotiated) for delivery on a later date
to the buyer; however, since the investor is short of that asset, the investor rents (borrows)
it from a third party (the owner of the asset) and pays a remuneration (premium) to that
third party to complete the transaction. Previously, securities could only be sold or bought
definitively or sold under repurchase conditions.
All these transactions must be financially settled at the clearinghouses or by providers of
clearing and settlement services accredited by Bacen, such as the Brazilian Mercantile &
Futures Exchange, a recently created clearinghouse for fixed-income securities transactions.
B.

EXCHANGE TRANSACTION FLEXIBILITY

On June 30, 2004, the CMN issued Resolutions No. 3217 and 3218 simplifying the rules
governing exchange transactions in Brazil. Resolution No. 3217 allows prepayment of foreign credits, leasing transactions, and short-term imports registered with Bacen, subject to
the contractual conditions of each transaction. The following transactions qualify for
prepayment:
* loans denominated in national or international currency raised abroad, either directly
or by means of placement of instruments, including those convertible to or exchangeable for shares or quotas;
* export securitization;
* import finance;
* financing of technology; and
* leasing.
Prepayment of short-term imports (with a maturity of up to 360 days) under the conditions set by Bacen is also allowed, subject to the competition requirements fixed by the
Ministry of Development, Industry and Foreign Trade. Charges are due on the prepayment
date, calculated pro rata, and paid together with the principal.
The rules also permit international financial bodies to make guarantees in Brazilian reals
(the Brazilian currency) for credit transactions contracted in Brazil if such guarantees are
registered with Bacen. Resolution No. 3218 permits, for the purpose of transfers of capital
to and from other countries, registration with Bacen of guarantees pledged by international
bodies of which Brazil is a member. These guarantees must take place in domestic exchange
transactions between legal entities domiciled or with their head office in Brazil. When
making credit transactions, financial institutions accredited to operate in Brazil are authorized to accept guarantees pledged by these international bodies. Resolution No. 3218 also
allows international bodies, such as the World Bank and the Interamerican Development
Bank, to guarantee debentures issued by a Brazilian company with the intention of reducing
the costs of such transactions in the domestic market.
VOL. 39, NO. 2
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ISSUANCE OF REAL-DENOMINATED SECURITIES IN THE INTERNATIONAL MARKET

On July 29, 2004, the CMN issued Resolution No. 3221 (Resolution 3221), which authorizes Brazilian companies to raise funds abroad by issuing real-denominated securities.
Stakeholders qualifying for this type of transaction are:
* foreign investors willing to acquire real-denominated securities in the international
market because they believe in the depreciation of the U.S. dollar and appreciation of
the Brazilian real in the Brazilian foreign exchange (FX) market and therefore seek a
higher remuneration, based on the interest rates found in Brazil (which have been
historically higher than those found in the international market); and
* Brazilian companies, who are borrowers with resources in reals, that would rather not
face the risk of a FX variance that would result from raising funds in a foreign currency.
Resolution 3221 establishes procedures for registering funds raised abroad by the issuance
of real-denominated securities and the placement thereof in the international market by
legal entities domiciled or headquartered in Brazilian territory. Funds raised abroad and
entering Brazil under Resolution 3221 must be registered with Bacen in the currency that
effectively enters Brazil (U.S. dollar, euro, yen, or any other foreign currency). Prior to
Resolution 3221, registration with Bacen was only possible for transactions involving securities denominated in a foreign currency, since real-denominated securities were issued
only in the context of Brazilian domestic public and private debt.
Pursuant to Bacen Circular No. 3250 of July 30, 2004, these transactions must be registered with Bacen through an Electronic Informational Registration (RegistroDeclaratdrio
Eletr6nico) made with the Bacen's Information System, SISBACEN.
D. NEW RULES FOR SPECIAL PURPOSE COMPANIES
On August 18, 2004, the CVM issued Instruction No. 408 (Instruction 408), dealing with
the inclusion of Specific Purpose Companies (SPCs) in the accounting statements of
publicly-held companies. This is an extremely important development for the market in
general because it provides investors and creditors of a public company with more financial
information by requiring a public company to include an SPC in its financial statements if
it has a significant impact on the company's performance.
Instruction 408 is not intended to restrict or impede the use of SPCs, but rather to
improve disclosure of financial information of publicly-held companies. Instruction 408
requires a publicly-held company that effectively has economic control of an SPC (based
on an evaluation of all relevant factors) to include information on the assets, liabilities, and
profits of that SPC in the controlling company's consolidated accounting statements.
In general, an entity for whose benefit an SPC is created (sponsoring entity) may transfer
assets to the SPC and secure the right to perform services or use assets owned by the SPC,
while other stakeholders can finance the SPC and charge for those funds through certain
types of rent, fee, or even income/loss sharing structures. Thus, a company engaged in
transactions with an SPC (usually the sponsoring entity) may substantially control the SPC.
Benefits generated by an SPC may be shared by means of debt instruments, equity instruments, ownership interests, residual interests, or leasing. The owner may be paid a fixed or
declared return fee or retain right or access to other future economic benefits resulting
from the SPC operations. In most cases, the sponsoring entity retains a substantial share
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in the benefits derived from the SPC's operations, sometimes even if it has no direct interest
in the SPC's net worth. As a result, a company can effectively control an SPC, even if there
is no direct equity-holding relationship between the company and the SPC.

Ill. Developments in Canada
A.

INTRODUCTION

Apart from harmonization, which is largely a Canadian issue, developments in Canadian
securities laws in 2004 mirrored many of the developments in the United States. The
discussion that follows focuses on the key developments.
B.

HARMONIZATION

The biggest single issue in Canadian capital markets remains fragmentation as almost all
regulation takes place on a provincial basis. The year 2004 cannot be considered a breakthrough year on the harmonization front. While there have been renewed calls for a national regulator and federal securities legislation, certain provinces continue to go their own
way. One of the alternatives proposed by provinces not in favor of a national regulator is a
passport system that would essentially involve home province recognition by other provinces. 6 These provinces have committed to working toward harmonizing securities laws by
the end of 2005. All provinces and territories other than Ontario have signed on to the
passport system. Ontario has formally rejected the proposed passport system and instead is
insisting on the creation of a single national securities regulator.7
British Columbia, in an attempt to create a paradigm shift in Canadian securities legislation, has also introduced a new securities act.' The purpose of the act is to move from a
rules approach to an outcome approach founded on investor protection, disclosure to investors, and regulation of dealers and advisors. While issuers that are reporting issuers (the
Canadian equivalent of a U.S. registrant) in other provinces will generally be exempt from
the legislation, the legislation is markedly different from that in place in the other provinces.
In a surprising development, in the month in which the legislation was to come into force,
the British Columbia government decided to delay proclamation of the legislation.9 The
government has not provided a new date for implementation.

6. Canadian Securities Administrators, Blueprintfor Uniform Securities Lawsfor Canada, 26 OSCB 943, Jan.
30, 2003, available at http://www.osc.gov.on.ca/Regulation/Rulemakdng/Current/Partl/cp-20030130-1-402csa-blueprint.pdf.
7. Ontario Securities Commission, News Release, OSC Says Proposed Principal Regulator System Does
Not Achieve Meaningful Reform (May 27, 2005), available at http://www.osc.gov.on.ca/About/NewsReleases/
2
005/nr_20050527_osc-pro-prin-reg-sys.jsp; Maria Babbage OntarioStandsAlone AgainstOther SecuritiesCommissions' Passport System, CANOE Money (May 27, 2005), available at http://money.canoe.ca/News/Other/2005/
05/27/1059490-cp.hml.
8. Securities Act, S.B.C. 2004, c. 43 (May 11, 2004), available at http://www.legis.gov.bc.ca/37th5th/3rdread/gov38-3.htm.
9. Delay in implementing new BC securities legislation, BC Notice 2004/43 (Nov. 18, 2004), available at http://
www.bcsc.bc.ca/policy.asp?id = 2027.
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INTERNAL CONTROLS

t0
In 2004, certain provinces adopted certification rules similar to section 302 of SOX,
that are being phased in over time. Unlike the section 302 rules, the current rules do not
require certifying officers to certify that they have disclosed to their audit committees and
auditors significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting and certain fraud. At the time the current rules went
into effect, the provinces adopting those rules indicated that they were developing an instrument which would require a report on management's assessment of an issuer's internal
control over financial reporting. They also indicated they were evaluating the extent to
which auditor attestation of that report should be required.
All of the provinces, other than British Columbia, have now proposed a rule" similar to

section 304 of SOX. The proposed rule will (1) impose an evaluation of the effectiveness

of internal control over financial reporting against a suitable control framework; (2) require
maintenance of evidence providing reasonable support for the evaluation of the effectiveness

of the internal controls; (3) require the reporting of material weaknesses in internal control
over financial reporting; and (4) require an audit of internal control over financial reporting.
The rule will be phased in over four years depending on an issuer's market capitalization.
The earliest these rules can come into effect will be financial years ending on or after
June 30, 2006. Two of the provinces proposing the rule have already indicated that they
may consider alternatives to the rule based on costs imposed by the rule.
D.

CORPORATE GOVERNANCE

In the corporate governance area, all of the provinces, other than British Columbia and
Quebec, introduced draft rules on corporate governance based on a suggested best practices
code and a mandatory requirement to disclose whether the issuer is in compliance with the
2
best practices. These corporate governance provisions are not yet in force, but while these

provisions were out for comment, British Columbia, Alberta (which was one of the jurisdictions that previously proposed the draft rules), and Quebec proposed their own corporate
governance rules. Their approach does not follow a best practices approach, as these jurisdictions are of the view that it essentially forces issuers into specific corporate governance
practices and that it is not fair to do so. Rather, they require an issuer to disclose its independence standards, board and committee practices, codes of ethics, and certain other mat-

ters and leave it to market participants to assess the standards and practices.

10. MultilateralInstrument 52-109 Certificationof Disclosurein Issuers'Annual andInterim Filings,27 OSCB 935,
Jan. 16, 2004, available at http://www.osc.gov.on.ca/Regulation/Rulemaking/Current/Part5/rule-2004011652-109_mi.pdf

11. MultilateralInstrument 52-111 -Reporting on InternalControl over FinancialReporting, 28 OSCB 1302,
20 04
0204Feb. 4, 2005, available at http://www.osc.gov.on.ca/Regulation/Rulemaking/Current/Part5?rule52-11 1_ricfr.pdf.
12. ProposedMultilateral Instrument 58-101 Disclsoure of Corporate Governance Practices, 27 OSCB 971, Jan.
16, 2004, available at http://www.osc.gov.on.ca/Regulation/Rulemaking/Current/Part5/rule-20040116-58-101multi-instru.pdf; Proposed Multilateral Policy 58-201 Effective Corporate Governance, 27 OSCB 967, Jan. 16,
2 440
16-58-20 12004, available at http://www.osc.gov.on.ca?regulation/Rulemaking/Current/Part5/pol- 0
pro-multi-pol.pdf.
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All of the provinces have now agreed on common corporate governance rules. 3 While
best practices are still suggested in a policy accompanying the rule, the new rule requires
issuers to describe their corporate governance practices in nine listed areas. But to the extent
that they do not adopt best practices, they are not required to explain why their respective
boards consider it appropriate not to do so. The federal government also entered the arena
in 2004 by releasing a consultation paper containing ten proposals dealing with corporate
governance.' 4 These proposals, if adopted, will only apply to reporting issuers governed by
the Canada Business Corporations Act (CBCA).
E.

REPORTING IN

U.S. GAAP

In 2004, the Canadian Securities Administrators adopted an instrument that allowed
Canadian reporting issuers that have a class of securities registered under section 12 of the
1934 Act or are required to file reports under section 15 of the 1934 Act to prepare and
file financial statements using U.S. GAAP'1 While this was helpful, corporate legislation
in Canada still required Canadian corporations to prepare and file financial statements in
accordance with Canadian GAAP. The federal government has now proposed amendments
to the CBCA regulations that, if adopted, would allow CBCA corporations registered with
the SEC to prepare financial statements in accordance with U.S. GAAP.I6

F.

INCOME TRUSTS

In the last few years, Canadian capital markets have been dominated by income trust
offerings. Many businesses with reliable cash flows, but with limited growth potential and
modest capital expenditures, have packaged their assets into an income trust, which it then
offers to the public. This provides a very favorable valuation of the assets from the vendor's
perspective and provides a high-yield, tax-effective, and moderate-risk alternative to fixed
income securities for the investor.
There are two developments of note in 2004. First, Ontario passed a law specifying that
the beneficiaries of a trust that is a public company governed by the laws of Ontario will
not be liable, as beneficiaries, for any act or liability of the trust or its trustees. 7 The
intention of the legislation is that beneficiaries of Ontario trusts should receive protection
similar to that enjoyed by corporate shareholders. At least two other provinces have similar
legislation in force. Subsequent to this, Standard & Poor's announced that it intends to

13. Proposed MultilateralInstrument 51-104 Disclosure of Corporate Governance Practices(Apr. 23, 2004), available at http://www.bcsc.bc.ca/policy.asp?id = 1035.
14. Notice-Requestfor Comment-ProposedNational Policy 58-201 Corporate Governance Guidelinesand Proposed NationalInstrument 58-101 Disclosure of CorporateGovernance PracticesForm 58-101F] and Form 58-101F2,
27 OSCB 8825, Oct. 29, 2004, availableat http://www.osc.gov.on.ca/Reguladon/Rulemaking/Current/Part5/
rule_20041029_58-201 rfc-cgguidlines.pdf.
15. NationalInstrument 52-107 AcceptableAccounting Principles,Auditing Standardsand ReportingCurrency, 27
OSCB 3949, Apr. 16, 2004, available at http://www.osc.gov.on.ca/Regulation/Rulemaking/Current/Part5/
rule_20040416_ 52-107_ni.pdf.
16. RegulationsAmending the CanadaBusiness CorporatiosnRegulations, 2001, Canada Gazette, Nov. 27, 2004,
at 3478-83, available at http://canadagazette.gc.ca/partI/2004/20041127/pdf/gl-13848.pdf.
17. Trust Beneficiaries' LiabilityAct, 2004, S.O. 2004, c. 29, sched. A, availableat http://www.e-laws.gov.on.ca/
DBLaws/Statutes/English/04t29_e.htm.
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include income trusts in the Standard & Poor's/TSX Composite Index, which is Canada's
premier equity index.'o The effect of these developments will likely increase the popularity
of income trusts among pension funds and institutions.
G. INVESTMENT FUNDS
Like U.S. regulators, the Ontario Securities Commission (OSC) has been carrying out
its own investigation into late trading and market timing in the mutual fund industry. The
OSC recently settled a market timing investigation with four mutual fund managers. Under
the terms of the settlement, the managers agreed to pay $156.5 million (Canadian) for
19
reimbursement to mutual fund holders. OSC staff stated that, while the behavior of the
investors who profited off of market timing did not violate Ontario securities law, the fund
managers did not implement appropriate measures to fully protect their funds against the
harm caused by the market timing trading. The OSC recently advised another fund manager that it is contemplating enforcement proceedings relating to market timing. The OSC
20
has indicated that it has not found evidence of late trading.
H. NEW

CRIMINAL PENALTIES

Recently, the federal criminal code was amended in order to strengthen measures to
investigate, prosecute, and deter capital markets fraud.z" The legislation attempts to meet
this objective by (1) creating a new insider trading offense; (2) providing whistleblower
protection to employees who report unlawful conduct; (3) increasing the maximum sentences for existing fraud offenses; (4) establishing a list of aggravating factors to aid the
courts in sentencing; (5) allowing the courts to issue production orders to obtain data and
documents from persons not under investigation; and (6) establishing concurrent federal
jurisdiction to prosecute certain capital markets fraud cases.
IV. Developments in Japan

A.

OVERVIEW

The changes introduced in 2004 are only the beginning, and in particular those changes
relating to disclosure regulations will continue to develop over the next couple of years. An
introduction of internal control disclosure and attestation by the accountants modeled after
the Sarbanes-Oxley Act of 2002 is on the list for the additional actions over the next couple
of years.

The Securities and Exchange Law of Japan (SEL) is the principal law that provides for
securities regulation in Japan.22 The 2004 amendments cover important subjects, including

18. Press Release, Standard & Poor's, S&P to Add Income Trusts to the S&P/TSX Composite Index (Jan.

26, 2005), available at http://www2.standardandpoors.com/spf/pdf/index/012605-tsx.pdf.
19. News Release, Ontario Securities Commission, OSC Panel Approves Mutual Fund settlements-$156.5
Million Set Aside for Harmed Investors (Dec. 16, 2004), available at http://www.osc.gov.on.ca/About/News
Releases/2004/nr_20041216_osc-mf-settlements.jsp.

20. Id.
21. An Act to amend the Criminal Code (capitalmarketsfraud and evidence gathering), S.C. 2004, c. 3, available
at http://www.canlii.org/ca/as/2004/c3/whole.html.
22. Securities and Exchange Law, Law No. 25 of 1948, as amended, available at http://wwwl.oecd.org/daf/
asiacom/pdf/japan-securities-and-exchange-law2002.pdf(last visited July 14, 2005).
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(1) the addition of an issuer's civil liability to purchasers in secondary market transactions
in connection with any materially untrue statements contained in filed disclosure documents
and (2) changes in the treatment under the SEL of limited partnership interests. Furthermore, 2004 was notable in that there were a number of incidents involving accounting fraud
and misstatements in securities reports filed with the regulator. Notably, in 2004, five companies, including Seibu Railway Co., Ltd., violated the listing rules in connection with
disclosure regulations and were delisted from the Tokyo Stock Exchange (TSE).
B. MAJOR 2004 SEL CHANGES
1. Limited Partnershipto be deemed "Securities"3

Effective December 1, 2004, interests in limited partnership agreements are "deemed
securities" for purposes of the SEL. This change follows an expansion of the types of
investments permitted for a limited partnership under the Japanese limited partnership
law14 which expansion took effect April 30, 2004. Previously, investment by a limited partnership under this law was permitted only with respect to unlisted and certain small size
businesses because this law was originally enacted in 1988 with a view towards promoting
venture fund investment. Now this limited partnership law allows a Japanese limited partnership agreement to invest in both listed and unlisted companies regardless of the companies' size, and in products such as stock, warrants, corporate bonds, intellectual property
rights, loans, and other funds. This expansion in the scope of investment means that the
nature of limited partnerships has been transformed from a vehicle for professionals for
venture investment to a vehicle that can be used in a wide variety of products including
public stock and bonds in a way similar to mutual funds. The change in treatment under
the SEL has a fundamental impact on venture capital and private equity businesses, as the
products they sell are now subject to the regulations supervised by the Financial Services
Agency of Japan (JFSA) and Securities and Exchange Surveillance Commission (SESC). 25
As long as an offer and sale of limited partnership interests to Japanese investors satisfies
the requirements of a private placement, the change appears not to affect the conduct of
their venture capital/private equity business on its face, at least with respect to the applicability of disclosure regulation.
2. Issuer Civil Liabilityfor Untrue Statement

To address the difficulty in Japan of seeking a remedy by means of civil litigation, 2004
SEL changes include the addition of a provision to make issuers civilly liable to purchasers
of securities in the secondary market in respect of untrue or misleading statements as to a
material fact in the filed disclosure documents, including securities registration statements,

23. See Ken Kiyohara, Comment, PartnershipInterests to Become "Deemed Securities" in CbangingJapaneseRegulatoy Landscape, AVCJ WEEKLY, Nov. 29, 2004, at 12; see also Ken Kiyohara & Mark Davies, Comment, Legal
changesfor Venture Funds in Japan, AVCJ WEEKLY, May 31, 2004, at 12.
24. Law concerning Limited Partnership Agreement for Investment Business, Law No. 90 of 1998, as
amended, available at http://www.meti.go.jp/policy/sangyou-kinyuu/pdf/4201LPActforinvestment.pdf(last
visited July 14, 2005).
25. The new company law of Japan, which is expected to take effect in 2006, will introduce a new form of
legal entity comparable to Limited Liability Company, but the interests in a Japanese LLC are expected to be
deemed "securities" at least according to an interpretation expressed by a FSA official at a meeting of Subcommittee I of Advisory Committee of FSA (kinyuu sbingi kat) held on December 24, 2004.
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shelf registration, statements, annual securities reports, semi-annual reports, and current
26
reports (called extraordinary report). The reporting company under the SEL must be

careful since this is an "absolute" liability that does not require any fault on the part of the

company. There is also a provision for presumption of damages that uses the average trading
price of the thirty-day period before and after the announcement of the misstatement.
3. Finefor Illegal Transactions
The 2004 SEL amendments that take effect April 2005 include the introduction of administrative fines for illegal transactions to be ordered by JFSA, a sanction similar to the

fine imposed by the Japanese Fair Trade Commission against violators of Japanese antimonopoly law. The procedure for fines under the SEL will be triggered in any of the
following four illegal transactions: (1) public offering conducted with the filing of a securities registration statement containing an untrue statement as to a material fact; (2) effecting a trade in securities after spreading rumors and otherwise engaging in deceptive
schemes that affect the market; (3) effecting a series of trades with a view to manipulating
stock prices in violation of SEL (other than lawful stabilization transactions); and (4) illegal
transactions in violation of insider trading regulations.
C.

COUNTERMEASURES TO

DISCLOSURE

REGULATION VIOLATIONS

In order to address a disclosure violation discovered in October 2004, the JFSA ordered
the reporting companies (totaling more than 4500 companies) to check their filed disclosure
documents to see whether there were any materially untrue statements made therein, as
part of its plan to implement measures to restore investor confidence in public disclosure
which was announced on November 16, 2004. It is reported that more than 400 companies
have filed amendments to their filed disclosure documents. In the follow up announcement
made on December 24,2004, the JFSA announced that theJFSA and SESC will have special
dedicated units charged with oversight and inspection of the disclosure filings required
under SEL. These actions taken by the JFSA show clearly that disclosure violations will be
taken seriously and it is expected that internal control requirements will also be introduced
by amending SEL in the near future.

V. Developments in the Netherlands
A.

EUROPE

On May 1, 2004, the Directive on Markets in Financial Instruments

27

(the Directive)-

intended to replace the Investment Services Directive-became effective. The Directive
provides, among other things, conditions and procedures for the authorization of investment firms, operating conditions for investment firms, rules on market transparency and
integrity, procedures for the designation of supervisory authorities, and rules on cooperation
between the supervisory authorities of the different member states. The Directive must be
implemented in national legislation before May 1, 2006.

26. Securities and Exchange Law, supra note 22, at art 21-2.
27. The European Commission, Directive 2004/39/EC, available at http://europa.eu.int/commlintemalmarket/securities/isd/index-en.htm#isd (last visited June 25, 2005).
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On May 1, 2004, ten countries became members of the European Union. As a result,
the European rules and regulations regarding financial markets are now applicable to these
new member states. In principle, they are required to have implemented these rules and
regulations in their national legislation, with certain exemptions. The accession treaty contains more details on the requirements.
B. RESTRUCTURING SUPERVISION OF FINANCIAL MARKETS

1. FinancialMarkets SupervisionAct
As part of the process of restructuring the supervision of the financial markets, the first
part of the proposal for the Financial Markets Supervision Act, including the first chapter,
was sent to the Dutch Parliament. As a general matter, the act is intended to replace most
of the current financial supervisory legislation. The effective date of the Financial Markets
Supervision Act is scheduled for January 1, 2006.
2. FinancialServices Act

A proposal for the Financial Services Act was also sent to the Dutch Parliament. The
Financial Services Act regulates the offering of, and the acting as intermediary with regard
to, financial services to consumers and, under certain circumstances, companies. The effective date of the Financial Services Act is scheduled for October 2005.
C.

ACT ON THE SUPERVISION OF TRUST OFFICES

On March 1, 2004, the Act on the Supervision of the Trust Offices became effective.
Pursuant to this act, only trust offices that hold a license from the Dutch Central Bank
(DCB) are allowed to render trust services. Licensed trust offices are subject to integrity
supervision. Certain exemptions from this license requirement exist.

D.

SOLVENCY REGULATIONS ON SECURITIZATIONS

On April 1, 2004, the new Solvency Regulation on Securitization became effective. The
solvency regulation replaces the 1997 Memorandum on Securitization as well as subsequent

rulings of the DCB. The solvency regulation provides primarily for a continuation of existing policies, but also implements some changes, including the following:
* under certain conditions, the originator is allowed to securitize part of an exposure,
while retaining the remainder;
* the effective maturity date of a securitization is deemed to be the first possible date on
which a termination option can be exercised, if this securitization also includes incentives that would make it attractive for the originator were that option to be exercised;
* the originator is required to build up regulatory capital in the five years preceding the

effective maturity of the securitization, if the residual effective maturity of the securitization is shorter than the residual effective maturity of the secured exposures; and
* no prior consultation with the DCB is required if the credit institutions involved are
of the opinion that the securitization meets the requirements of the solvency regulation.
E.

EURONEXT AMSTERDAM POLICY ON DE-LISTING

In Euronext announcement 2004-041, dated April 8, 2004, Euronext Amsterdam explained in what cases and under which circumstances (depositary receipts for) shares can
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be delisted at the request of the issuer or the shareholders. This possibility of voluntary
delisting is without prejudice to the authority of Euronext Amsterdam to terminate listing
in certain situations.
F.

SURVEY OF INVESTMENT FUNDS

The Netherlands Authority for the Financial Markets (AFM) conducted a survey of the
operation of investment funds in the Netherlands. The AFM found a number of shortcomings, such as differences between the surcharges and reductions relating to the purchase or
sale of participation rights in investment funds indicated in the prospectus and the actual
surcharges and reductions. The AFM found no material breaches. The results will be taken
into consideration in the revision of the Dutch Investment Institutions Act. However, the
Dutch government has taken the position that it is also up to the market to take responsibility and has established the Commission on Moderning Investment Institutions, in
which market representatives participate.
VI. Developments in South Africa
A.

GENERAL DEVELOPMENTS

The present Companies Act No. 61 of 1973 (the Companies Act) is regarded as being
outdated in many respects. Over the last few years, piecemeal changes have been made to
reflect certain economic practicalities such as the power of a corporation, to buy back its
8
shares, subject to specific solvency checks. The Companies Act is presently under review,
with the intention of comprehensively overhauling the Act. In fact, the government has
already released a discussion paper. The duties of directors, corporate governance, and the
protection of minorities in particular, are expected to receive serious attention in the overhaul.29 Nevertheless, certain changes to the Companies Act were passed in 2004. The Securities Services Act No. 36 of 2004 was also passed in 2004. This Act seeks to consolidate
the regulation and control of stock exchanges and securities trading.
B.

THE COMPLAIES ACT

In the case of uncertificated shares-shares traded on a stock exchange, transferable
without a written instrument, and not evidenced by a share certificate -rectification of a
when the transferee "was a party to or
share register may not be ordered by a court except
3°
transfer.
the
to
pertaining
fraud"
of
notice
had
Persons prohibited from being directors of a company are additionally prohibited from
3
taking part directly or indirectly in the management of a company. ' The class of persons
on the authority
company
of
a
management
who may become directors or take part in the

28. Companies Act No. 61 of 1973, §§ 85-90, available at http://www.suitegum.co.za/Downloads/Legal/
Companies% 20Act%201973.pdf.
29. Outside of the review of the Companies Act, the Financial Reporting Bill, which aims to provide for the
setting of financial reporting standards, is making its way through Parliament and will probably become law
this year.
30. Companies Act, supra note 28, § 91A(4)(c).
31. Id. §218(1).
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of a court only has been expanded to include any person who has in terms of an Act of
Parliament been removed from office for not being a fit and proper person to serve as a

director or in the management or in any other position of trust of the body in question due
to theft, fraud, forgery, uttering a forged document, corruption whether in terms of the
common law or not or any other act involving dishonesty.2
The Registrar of Companies is also required to maintain a register of people who may
not be directors or participate in the management of a company.33 In certain circumstances,
a person disqualified from being a director or taking part in the management of a company
may be liable for the debts "incurred by the company for the period during which such
person knew or could reasonably be expected to know of the disqualification. ''1 4 Similar
provisions to the foregoing have been included for persons prohibited from being directors
or taking part in the management of a company for acts such as fraud in the formation of
the company.5
C.

SECURITIES SERVICES ACT

This is a comprehensive enactment which seeks to consolidate the regulation of the wide
range of issues relating to capital markets. The Securities Services Act (SSA) repeals the
Stock Exchanges Control Act No 1 of 1985, the Financial Markets Control Act No 55 of
1989, and the Insider Trading Act No 135 of 1998. The SSA also amends the Financial
Services Board Act No 97 of 1990, the Companies Act and the Insolvency Act No. 24 of
1936.
Specific areas covered by the SSA include the licensing of stock exchanges,36 listing of
securities, 7 and what the rules of the exchanges must provide for.31 The SSA also covers
insider trading under a section headed "Market Abuse." 39 If a person on the basis of inside
information deals directly or indirectly for his or her own account in listed securities "to
which the inside information relates or which are likely to be affected by it, commits an
offense."40
Manipulative and deceptive practices in relation to listed securities are also prohibited.
The type of conduct targeted is that which creates a false or deceptive appearance of trading
actively or an artificial price in respect of the listed security. 41 Insiders are subject to civil
liability to the Financial Services Board beginning with the profit made or loss avoided on
the basis of inside information, at the lower end. The insider may also be liable for compensatory or punitive damages up to three times the profit made or loss so avoided. 42
Enforcement of the provisions relating to market abuse and insider trading will now be
carried out by the Directorate of Market Abuse which replaces the Insider Trading Direc-

32. Id.
33. Id.

34. Id. § 218(2)(b).
35.
36.
37.
38.
39.
40.
41.
42.

Id. § 219(4)(a).
Securities Service Act, 2004, § 8, available at http://www.polity.org.za/pdf/SecServAct.pdf.
Id. § 12.
Id. § 18.
Id. ch. VIII, §§ 72-87.
Id. § 73(1)(a).
Id. § 75(1).
Id. § 77.
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43
torate. Members of the Directorate of Market Abuse will be drawn from the legal and
accountancy professions; the insurance, banking, and fund management industries; and the
Shareholders Association of South Africa.

VII. Developments in Switzerland
A.

LEGAL DEVELOPMENTS

1. New MergerAct (FusG)
On July 1, 2004, a new law (the Merger Act) regulating the merger, demerger, sale of
assets, and the transformation of legal entities under private law came into force.- Whereas
the law previously in force governed only the merger operations of joint-stock companies,
partnerships limited by shares, and cooperatives, the Merger Act governs all commercial
enterprises and cooperatives as well as associations and foundations.
Previously, squeeze-out mergers were not possible under Swiss law; minority shareholders only had the right to become shareholders in the surviving company. The Merger Act
permits (subject to certain conditions) minorities to be given consideration other than shares
in the surviving company.
Under the Merger Act, mergers will be tax-neutral for purposes of income taxation,
provided that previous tax consequences still attach to the assets and liabilities involved
(which must remain in Switzerland) and the tax base is carried forward.
2. Revision of Company Law
The aim of this pending amendment to the Swiss Code of Obligations is twofold: (1) to
amend the existing rules with regard to corporate governance in certain points; and (2) to
make the capital structure of companies more flexible. In order to increase capital structure
flexibility, the amendment includes, among other things, the introduction of shares without
face value and certain changes to the rules regarding general shareholders' meetings as a
result of the recent developments of electronic media.
B.

CORPORATE GOVERNANCE

1. Official Regulations
Some twenty interventions regarding corporate governance have been brought to debate
in Parliament since the start of 2001. The Federal Office of Justice has appointed a Corporate Governance Working Group and entrusted it with the task of examining present
legislation with regard to corporate governance principles. The Corporate Governance
Working Group's first preliminary report was issued on March 25, 2003.
2. Regulation by PrivateInstitutions
a. Public Corporations listed on SWX: Directive on Information Relating to Corporate
Governance (DCG)
The DCG was issued by the SWX Swiss Exchange (SWX) and entered into force onJuly 1,
2002. This directive applies only to issuers whose equity securities are listed on SVWX and

43. Id. § 83.
44. See systematic collection of Swiss Laws (SR) no. 221.301 (on file with author).
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whose registered offices are in Switzerland. In addition, it applies to issuers whose registered
offices are not in Switzerland, but whose equity securities are listed on S'WX and at the
45
same time are not listed in their home country.
SWX is under the Federal Act on Stock Exchanges and Securities Trading (SESTA)
entitled, to determine the information that has to be published so that investors are able to
46
evaluate the value of securities and the quality of issuers.
The DCG requires issuers to disclose important information on their management and
control mechanisms at the highest corporate level (or to give specific reasons why this
information is not disclosed). The information to be published includes details of the management and control mechanisms at the highest corporate level of the issuer.4 7 The directive
also encourages issuers to make certain key information relating to corporate governance
s
available to investors in an appropriate form.4
b. Public and Closely held Corporations: Principles of Corporate Governance
A non-binding series of principles of corporate governance were issued by Economiesuisse, the largest umbrella organization covering the Swiss economy. These principles of
corporate governance are the most prominent of a number of private regulations covering
the topic.
C.

FINANCIAL MARKETS REGULATIONS

1. Legal Developments: Reform of FinancialMarket Regulation

In July 2003, a commission presented its initial report on the creation of an integrated
financial market supervisory authority. In this first draft, the commission proposed establishing a new supervisory authority, the Federal Financial Market Authority (FINMA), to
be created by merging the Swiss Federal Banking Commission (SFBC) with the Federal
Office of Private Insurance. Its members would be selected by the Federal Council (the
Swiss Confederation's executive branch). Like the SFBC, the new authority would be financed entirely through fees and supervision charges and would not be constrained by any
directives from the Federal Council. The authority would be supervised by the Federal
Assembly (legislative branch).
2. SFBC Activities
The SFBC, an administrative authority of the Swiss Confederation, is operated independently of any directives of the Federal Council and is not a part of central government
administration. In addition to supervising banks, the SFBC has over time developed into a
supervisory authority responsible for broad areas of the financial sector, including the supervision of stock exchanges, securities dealers, investment funds, the disclosure of shareholdings, and public takeover bids. SFBC's notices and publications during 2004 include
the following:

45. Directive on Information Relating to Corporate Governance (Corporate Governance Directive, DCG)
(July 1, 2002), available at http://www.swx.com/admission/being-public/governance-en.html.
46. Federal Act on Stock Exchanges and Securities Trading (Stock Exchanges Act, SESTA) (Oct. 1, 1999),
availableat http://www.swx.com/admission/regulation/rues-federal-en.html.
47. See Directive, supra note 45.
48. Id.
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" On January 8, the SFBC published Bulletin 45 containing, among other items, a report
on the practice of the SFBC and the Swiss Supreme Court with respect to international
administrative assistance, a decision on the allocation of the shares of Think Tools by
Banque Vontobel, and information on the scope and extent of banks' and securities
49
dealers' auditing.
" On May 10, the SFBC reprimanded UBS over U.S. dollar banknotes trading and imposed corrective measures. This action was coordinated with an action being taken by
the Federal Reserve in the United States. The officers and employees of UBS Investment Bank Switzerland had repeatedly acted in breach of UBS's contractual obligations
by failing to comply with U.S. embargo provisions in an agreement providing for the
circulation of U.S. dollar banknotes and by providing incorrect information to the
0
Federal Reserve Bank of New York.
" OnJune 1, the SFBC put into force the new circular Self-regulation asMinimal Standard.
The circular contains rules and codes of conduct drawn up within the framework of
self-regulation and accepted by the SFBC as a binding minimal standard."
" On August 1, an anticipated selective and partial amendment of the Investment Fund
Ordinance went into effect, with the aim of harmonizing Swiss rules and regulations
with the amended EU investment funds directive of 1985. Additionally, the SFBC has
exception of the note on
amended all guidance notes on investment funds, with 5the
2
SFBC's approval of valuation experts of real estate funds.
D.

TAKEOVERS: NEw LEADING CASE "QUADRANT"

53

Under Swiss law, a person or a "group of persons acting together" and owning more than
one third of the voting rights of a target company must offer their shares to the remaining
shareholders. So far, three different groups of "persons acting together" have been discussed:
" signatories to shareholder agreements;
" persons working together for the purpose of restructuring the target company; and
" persons working together without any written agreement.
With regard to the latter group, it is expected that Quadrant will be a new leading case.
In Quadrant, the Takeover Committee of the SFBC on June 12, 2003, required that a
mandatory offer be presented to the shareholders of Quadrant, thereby confirming an eardecision by the TOB. However, on August 25, 2004, the Swiss Federal Court held that
lier
the "group of persons acting together" had in the instant case no obligation to make an
offer, as no change of control had taken place, or "as group of persons acting together"
qualified for exceptions under the applicable rules and regulations.

49. Swiss Federal Banking Commission, Bulletins, available at http://www.ebk.ch/e/publik/bulletin/index.
hunl (last visited June 25, 2005).
50. Id.
51. Id.
52. Id.
53. The Swiss Takeover Board (TOB) is a Federal Commission established under the Federal Act on Stock
Exchanges and Securities Trading. It has jurisdiction to issue general rules and ensure compliance with the
provisions applicable to public takeover offers.

SUMMER 2005

390

THE INTERNATIONAL LAWYER

VIII. Developments in Turkey
A. TURKISH CAPITAL MARKETS BOARD REGULATORY ACTIVITY

The Law on Capital Markets No. 2499 (Capital Markets Law) is the primary legislation
regulating capital markets in Turkey. The Turkish Capital Markets Board (CMB) is the
independent government authority regulating and monitoring the capital market activities
through issuance of regulations and communiqus, which are in line with the Capital Markets
Law.

4

Throughout late 2003 and 2004, the CMB promulgated a number of new regulatory acts
with the aim of providing a better investment environment and ensuring compliance with
the acquiscommunautaire, the entire body of the laws of the European Community (including all treaties, regulations, directives passed by the European institutions, and judgments).
This was required by the Ministry of Council's decision dated June 24, 2003, for the coordination of the adoption of the European Community legislation.
1. Public Offerings

The Communiqu6 on the Sale and Registration of Shares with the Capital Markets
Board, Series I No. 26 was amended by the Communiqu6 Series I, No. 32. ss According to
the amendment, in case of an initial public offering or a secondary public offering applying
the book building method, if the demand exceeds the number of shares offered for sale,
offerors may opt to sell additional shares, provided that the relevant announcement is published in the prospectus. However, the total amount of additional shares cannot exceed 15
percent of the number of shares initially offered to the public prior to the issuance of such
additional shares.
In addition, upon offering the shares to the public, broker companies that are listed in
the prospectus and involved in the public offering are authorized to purchase the offered
shares from the Istanbul Stock Exchange (ISE), in order to establish price stability, provided
that the relevant announcements are published in the prospectus. Broker companies are
entitled to realize such purchases only for a period of thirty days starting from the date of
trading of the shares on the ISE. Broker companies can initiate such purchases if and when
the trading price of the shares is below the public offering price, and they cannot sell those
shares below the public offering price within this thirty day period.
2. Cumulative Voting

The Capital Markets Law authorizes the CMB to issue regulations regarding the cumulative voting system in order to establish a balance between majority shareholders and
minority shareholders of publicly held companies and to secure the rights of minority
shareholders by enabling them to be represented on the board of directors and statutory
auditors.
The Communiqu6 Related to the Cumulative Voting Principles to be Applied at General
Assembly Meetings of Undertakings Series IV No. 29, 56 which granted discretion for the
application of cumulative voting in publicly held companies, was amended by Communiqu6

54. The entire body of the laws of the European Community is known as acquis communautaire.This includes
all the treaties, regulations and directives passed by the European institutions as well as judgments.
55. Published in the Official Gazette No: 25319 on 17 December 2003 (on file with author).
56. Published in the Official Gazette No: 25024 on 18 February 2003 (on file with author).
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Series IV No. 31.1T According to this amendment, publicly held companies willing to apply
the cumulative voting at their general assembly meetings must amend their articles of association to that effect. Those companies whose shares are not being traded on the ISE but
which continuously over the past two years have had more than 500 shareholders (referred
to as an Undertaking) shall implement the cumulative voting system and thus amend their
articles of association accordingly at their first ordinary general assembly meeting to be
convened. Non-compliance would result in monetary fines imposed by the CMB. Furthermore, if a vacancy occurs in the board of directors or the board of statutory auditors
due to any reasons other than dismissal, all the board members should be elected at the
same general assembly.
As amended, the Communiqu6 requires mandatory application of the cumulative voting
principle described above only in Undertakings because, unlike the shareholders of publicly
held companies whose shares are being traded on the ISE, minority shareholders of Undertakings that are not satisfied with the management policies do not have the flexibility to
sell their shares whenever they wish to do so.
3. Delisting

Turkish legislation does not provide clear guidance regarding the procedures to be followed for the delisting of a publicly held company. Additionally, although the Capital Markets Law permits delisting of publicly held companies subject to certain conditions, in
practice, the CMB is reluctant to accept the delisting demands of companies. However, the
CMB very recently approved the delisting request of a company. There are also efforts
underway for the preparation of legislation to clarify the details of the delisting procedure.
4. Donations

According to the Communiqu6 on the Principles of the Distribution of Dividends in
Listed Joint Stock Corporations Series IV No. 32, publicly held companies are required to
inform their shareholders of any previous year donations at the relevant ordinary general
assembly meetings. Previously, publicly held companies used to fulfill this obligation in
different ways, such as including donations made during the course of the previous year as
an item on the agenda of the relevant general assembly meeting or inserting such information in the annual activity report.
In order to ensure consistency, the CMB issued a declaration requiring public companies
to inform their shareholders of previous year donations by including an item in their general
assembly meeting agenda. Accordingly, all public companies are required to insert such an
item in their general assembly meeting agenda if they have made any donations in the
previous year.
5. InternationalFinancialReporting Standards

The Communiqu6 on Accounting Standards Series XI No. 25,58 which is also one of
Turkey's undertakings under the Letter of Intent dated July 30, 2002 to the International
Monetary Fund, was issued in order to comply with the European Union directives requiring all listed corporations to prepare their consolidated financial tables in accordance
with the International Financial Reporting Standards (IFRS) by January 1, 2005, at the

57. Published in the Official Gazette No: 25323 on 21 December 2003 (on file with author).
58. Published in the Official Gazette No: 25290 on 15 November 2003 (on file with author).
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latest. The Communiqu6 will enter into force on January 1, 2005. However, corporations
are entitled to apply the provisions of the Communiqu6 and prepare their financials according to MFRS rules starting from their annual or interim accounting year-end as of
December 31, 2003.
According to the Communiqu6, corporations are required to prepare balance sheets,
income, cash flow, and equity charts together with their footnotes in line with the IFRS.
The corporations' mid-year (six month) and year-end (annual) financial statements would
be fully prepared, whereas the quarterly financial statements would be in summary form.
Additionally, mid-year financials would be subject to a limited audit while annual financials
would be subject to a full audit.
6. Acquis CommunautaireCompliance

In order to ensure compliance with the acquis communautaire, the CMB has amended
eight communiquis:

* Communiqu6 on Principles Regarding Public Disclosure ofMaterial Events Series VIII
No. 39: amended to improve the definition of "controlled undertaking" and introduced
an additional disclosure requirement related to rights attached to shares to be obtained
as a result of converting the convertible bonds;
* Communiqu6 on Principles Regarding Issuers Exemption Conditions and Deletion
from Board's Registry Series IV No. 9: amended to grant an exemption to the issuers
from publishing a prospectus in certain cases (for example, private placement, merger,
issuance of convertible bonds, and the like); and
* Communiqu6 on Principles Regarding the Registration of Bonds with the Board Series
II No. 13, Communiqu6 on Principles Regarding Registration of Profit and Loss Sharing Certificates with the Board Series III No. 27, Communiqu6 on Principles Regarding Registration of Asset Backed Securities and Establishment and Activities of General
Finance Undertakings Series III No. 14, Communiqu6 on Principles Regarding Registration of Commercial Papers with the Board Series III, No. 13, Communiqu6 on
Principles Regarding Issuance of Publicly Offered Dividend Right Certificates Series
III No. 10, Communiqu6 on Principles Regarding Registration of Gold, Silver, Platinum Bonds with the Board Series III No. 26: amended to oblige the mandatory use of
a broker company during a public offering of each of the respective securities.
7. Other Developments

The CMB issued a Communiqu6 on Principles Regarding Public Disclosure of Broker
Companies setting forth specific rules for the broker companies' disclosure requirements.
Based on its decision dated April 22, 2004, the CMB has initiated a project for the use
of electronic methods (that is, correspondence with electronic signature) relating to the
publicly held companies and broker companies' correspondence with the CMB. The project
also covers trial of fulfillment of legal requirements via electronic methods (for example,
public disclosure, submission of financial reports, and the like). There is no available information as to when the trial period of the project will end and all related correspondence
will be made via electronic methods.
The CMB has also published on its website a new draft Communiqu6 regarding tender
offers. It is expected that the new Communiqu6 will address the loopholes of the current
Communiqu6 on tender offers. The publication timing of the new Communiqu6 is unVOL. 39, NO. 2
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known. Finally, the president of the CMB recently made a disclosure stating its intention
to amend the Capital Markets Law to better address the needs of the market players.
IX. Developments in the United Kingdom
Following the closure of the consultation process in September 2004, the Market Abuse
Directive (MAD), s9 the key objectives of which include the need to increase market integrity
and to protect investors, will shortly be implemented into U.K. legislation. The Financial
Services Authority (FSA) and HM Treasury are aiming to finalize the legislative and rule
changes required by March 2005, with the changes becoming effective three months later.
The main issues for U.K. listed companies are a new formulation of disclosure obligations
(currently set out in Chapter 9 of the Listing Rules), maintenance of lists of those who have
access to inside information relating directly or indirectly to the issuer, disclosure of dealings
in shares by persons with managerial responsibilities and by their close associates, and
changes to the "market abuse" regime introduced by the Financial Services and Markets
Act 2000 (FSMA).
In addition, the MAD will affect banks and law firms. The main issues here are the
reporting of suspicious transactions, research disclosures, and maintenance of insider lists.
Banks will, in the future, be required to report to the FSA where they reasonably suspect
market abuse. The proposed guidance on research disclosures follows recent FSA consultations on research and conflicts of interest and will require that banks disclose shareholdings of five per cent or more held by the bank in the issuer the subject of the report.
But it remains to be seen how much impact the MAD will have in practice on listed
companies and their advisers in the U.K., as the U.K.'s existing market abuse regime already
fulfils the MAD's requirements in many areas. In some areas, however, the MAD will require
changes to existing market practice (e.g., issuers and their advisers have not been required
to maintain formal insider lists before).
A.

THE PROSPECTUS DIRECTIVE

The Prospectus Directive (PD) must be implemented through national law in all 25 EU
member states (including the U.K.)6- by July 1, 2005. It aims to create common standards
for the issuance of securities (both debt and equity) and to allow approved prospectuses to
be passported throughout the EU.
The FSA published a consultation paper in relation to implementation of the PD on
October 10, 2004,61 which was followed in November by an H.M. Treasury consultation
paper relating to changes to FSMA. 62 It is expected that the final version of the changes
will be published in April or May 2005, with an implementation date of July 1, 2005. It is
unlikely that significant changes will be made because the PD is a maximum harmonization
directive in respect of most areas relating to prospectuses (i.e., member states are prohibited

59. Council Directive 2003/6/EC, 2003 OJ. (L96) 16.
60. Council Directive 2003/71/EC, 2003, OJ. (L345) 64.
61. Financial Services Authority, The Listing Review and Implementation of the Prospectus Directive, Consultation Paper 04/16 (Oct. 2004), available at http://www.fsa.gov.uk/pubs/cp/04-16/index.html.
62. HM Treasury, U.K. Implementation of The ProspectusDirective 2003/71/EC (Nov. 2004), availableat http://
www.hm-treasury.gov.uk/consultations-and-legislation/prospecrus-directive/consult-prospectus-index.cfm.
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from setting more onerous provisions in implementing national legislation than those set
out in the directive).
The main changes proposed by the consultation papers include the following:
repealing existing legislation relating to public offers of securities (The Public Offers
of Securities Regulations 1995). The existing regime provides that a prospectus should
be filed at Companies House in relation to offers of non-listed securities but it does
not need approval. The PD requires that all prospectuses for offers to the public
(whether of listed or non-listed securities) need to be approved by the FSA;
* widening the definition of "offer to the public." The PD definition is very broad and
includes secondary offers to the public. This will mean that issuers will no longer be
permitted to issue an abbreviated prospectus for rights issues;
* introducing passporting of prospectuses so that prospectuses approved by other EU

member states will be recognized in the U.K. and prospectuses approved by the FSA
will be recognized in other member states;
* restructuring of the Handbook to include a three part sourcebook consisting of Listing
Rules (listing requirements), Prospectus Rules (content of prospectuses) and Disclosure
Rules (disclosure and continuing obligations). Currently there are only Listing Rules.
* changing the format of prospectuses. There will be a tripartite structure of registration
documents, securities notes, and summary notes.
The FSA consultation paper also covered the main conclusions of the Listing Review
and these changes (e.g., the introduction of listing principles) will be implemented at the
same time as the PD changes on July 1, 2005.
X. Developments in the United States
A.

NEW

SEC

OFFICE OF GLOBAL SECuRITY

RIsK

In January 2004, President George Bush signed into law the U.S. federal government
budget legislation for the fiscal year 2004. In a report accompanying the budget legislation,
(the Budget Report), Congress directed the U.S. Securities and Exchange Commission (the
SEC) to establish an Office of Global Security Risk within the SEC's Division of Corporation Finance. 63 The purpose of this new office is, among other things, to ensure that
companies with listings on U.S. exchanges disclose whether they are doing business in any
of the countries that the U.S. government has identified as "terrorist-sponsoring states." 64
Currently, these countries include Cuba, Iran, Iraq, Libya, North Korea, Sudan, and Syria.
According to the Budget Report, the Office of Global Security Risk will be required to:
" establish a process that will enable the SEC to identify all companies on U.S. exchanges
operating in terrorist-sponsoring states designated by the U.S. State Department;
" ensure that all companies with listings on U.S. exchanges operating in such terroristsponsoring states disclose such activities to investors;

63. See Conference Report 108-221 accompanying the FY 2004 Commerce-Justice-State spending bill (H.R.
2799), which was consolidated with the FY 2004 omnibus appropriations bill (H.R. 2673). The FY 2004
omnibus appropriations bill became Public Law 108-199.
64. Press Release, Rep. Frank Wolf, Provision to Protect American Investors Signed into Law (Jan. 29,
2004), availableat http://www.house.gov/wolf/news/2004/01-29-Investors.htnl.
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" implement enhanced disclosure requirements based on "the asymmetric nature of the
risk to corporate share value and reputation stemming from business interests in these
higher risk countries";
" coordinate with other government agencies to ensure the sharing of relevant information across the U.S. federal government; and
" initiate a "global dialogue" to ensure that non-U.S. issuers, whose shares are traded in
the United States, properly disclose to U.S. investors their activities in such terrorist6
sponsoring states.
Congressional sponsors of the Budget Report believe that U.S. investors should not be
unwittingly investing in companies that may be at risk by virtue of their activities or business
interests in states designated by the U.S. government as terrorist-sponsoring. According to
this view, while investors must take responsibility for assessing the risks, the SEC should
ensure that companies make adequate disclosure.
Efforts to mandate disclosure of business dealings in certain countries (for example, Sudan) have failed in the past due in part to the resistance of members of the staff of the SEC,
who maintained that the proper test for disclosure should remain the traditional concept
of materiality. The U.S. Supreme Court has held that information is material to an investment decision if "there is a substantial likelihood that a reasonable shareholder would con' 66
In 2001, the head of the SEC's Division of
sider it important in deciding how to vote.
Corporation Finance sent a memo to the Chairman of the SEC that, among other things,
stated "information with respect to operations in these countries, particularly if immaterial,
'67
Others have expressed the concern that mandating
may be less relevant to investors.
disclosure of immaterial contacts with states unfriendly to the United States would undercut
the SEC's central mission of protecting investors and overseeing the U.S. markets. Congress addressed the issue of materiality directly in the Budget Report stating that "a company's association with sponsors of terrorism and human rights abuses, no matter how large
or small, can have a material adverse effect on a public company's operations, financial
condition, earnings, and stock prices, all of which can negatively affect the value of an
investment. "68
It is currently uncertain to what extent the SEC will implement the requirements contained in the Budget Report. While it is common for Congress to include general spending
guidance in reports accompanying federal budget legislation, such reports technically do
not have the force of law and are not legally binding on administrative agencies like the
SEC. However, as a practical matter, agencies will generally follow report language, because
failure to do so may negatively impact funding in future federal budgets. Whether agencies
choose to deviate from report language is a political question, signaling a difference of
opinion between the Congress and the executive branch on a given policy issue.
The SEC has so far indicated that it is carefully considering the requirements contained
in the budget report. During 2004, the SEC planned to assign up to five employees to

65. Id.
66. TSC Indus., Inc. v. Northway, Inc., 426 U.S. 438, 449 (1976).
67. H.R. Rep. No. 88-409, at 150 (2003), available at http://thomas.loc.gov/cgi-bin/cpqueryfF?&report=
hr221&dbname =cp108&.
68. Letter from Laura Unger, Acting SEC Chairman, to Frank Wolf, U.S. Representative (May 8, 2001)
(on file with author).
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review existing public company disclosure of business activities in the states designated as
terrorist-sponsoring. However, no rule making has yet been proposed.
B. SEC

PROPOSES AMENDMENTS TO FORM 20-F DISCLOSURE REQUIREMENTS RELATING TO

FIRST-TIME ADOPTION OF

IFRS

On March 11, 2004, the SEC proposed to amend Form 20-F to allow eligible foreign
private issuers to file two years, rather than three years, of statements of income, changes
in shareholders' equity, and cash flows, prepared in accordance with International Financial
Reporting Standards (IFRS) (formerly known as International Accounting Standards), to69
gether with certain related disclosures with their reports on Form 20-E
Under current European Union (EU) regulations, as well as comparable regulations in
select other countries, certain foreign private issuers will be required to adopt IFRS as the
standard for reporting financial years beginning on or after January 1,2005. The proposed
amendments to Form 20-F are intended to ease the burden on foreign private issuers adopting IFRS for the first time while simultaneously enhancing the quality of financial disclosure
provided to investors. The proposed accommodation is also intended to encourage other
foreign private issuers to voluntarily convert their accounting procedures to comport with
IFRS.
1. Eligibility Requirements

The proposed amendments to Form 20-F would offer a one-time accommodation to
registered foreign private issuers that change their basis of accounting to IFRS. Eligible
foreign private issuers would be able to apply the proposed accommodation to both registration statements and annual reports filed with the SEC if:
* the most recent audited financial statements in a registration statement are for, or the
annual report relates to, a financial year beginning no later than January 1, 2007;
* the foreign private issuer has not previously published audited financial statements
prepared in accordance with IFRS for an earlier financial year; and
* the audited financial statements in a registration statement for the foreign private issuer's most recent financial year, or the audited financial statements for the financial
year covered by the annual report, are prepared in accordance with IFRS.
2. FinancialData Requirements
a. Primary Financial Statements

Form 20-F generally requires a registered foreign private issuer to file three years of
audited financial statements that have been prepared on a consistent accounting basis. The
proposed accommodation would allow eligible foreign private issuers, for their first year of
reporting, under IFRS, to include only the two most recent years of audited financial state-

ments in their registration statements and annual reports on Form 20-F filed with the SEC.
The proposed accommodation would preserve the current requirements regarding the
reconciliation of financial statement items to generally accepted accounting principles in
the United States (U.S. GAAP), but would significantly amend the manner by which such

69. See First-Time Application of International Financial Reporting Standards, 69 Fed. Reg. 12904 (proposed Mar. 11, 2004) (to be codified at 17 CER. pt. 249).
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reconciliation to U.S. GAAP is presented by the reporting foreign private issuer in its first
filing on Form 20-F that includes IFRS financial statements. Under the proposed amendments, eligible foreign private issuers would disclose an audited reconciliation to U.S.
GAAP for the two financial years covered by the financial statements prepared in accordance
with IFRS in a footnote to the financial statements.
b. Operating Financial Review and Prospects
The proposed amendments would require eligible foreign private issuers, in providing
disclosure under Item 5 of Form 20-F, to focus on the financial statements prepared in
accordance with IFRS, as well as the reconciliation to U.S. GAAP, for the two most recent
financial years. This disclosure would also require an explanation of any differences between
IFRS and U.S. GAAP that are not otherwise discussed in the reconciliation that the foreign
private issuer believes would be necessary for an understanding of the financial statements
as a whole.
c. Previous GAAP Financial Statements
Under the proposed amendments, an eligible foreign private issuer would not be required
to include any financial statements, textual discussion, or other financial information based
upon previously used alternative accounting principles (Previous GAAP). Eligible foreign
private issuers may also refer to financial data prepared in accordance with Previous GAAP
without including or incorporating such data into their report on Form 20-E
3. DisclosureRequirements Relating to First-timeAdoption of IFRS
a. Disclosure of Exceptions to IFRS
The proposed amendments to Form 20-F would require an eligible foreign private issuer
to provide, in the narrative discussion of operating, financial review, and prospects, disclosure related to any exceptions from IFRS upon which the eligible foreign private issuer
relied and the circumstances that made such reliance necessary. Foreign private issuers
would also be required to provide, where material, a qualitative explanation of the impact
of each elective exception on the reporting foreign private issuer's financial condition, the
changes in the foreign private issuer's financial condition, and results of operations that the
alternatives would have had.
b. Disclosure of Reconciliation from Previous GAAP
The proposed amendments to Form 20-F would require a foreign private issuer adopting
IFRS for the first time to include a reconciliation from Previous GAAP to IFRS in a footnote to the audited financial statements pertaining to the first financial year for which the
reporting foreign private issuer adopts IFRS. The footnote would be required to disclose
sufficient information to allow investors to understand any material adjustments to the
balance sheet, income statement, cash flow statement, and information with respect to any
IFRS exceptions as described above.
C. SEC

PROPOSES FAR-REACHING REVISIONS TO THE REGISTRATION, DISCLOSURE AND

REPORTING REQUIREMENTS FOR ASSET-BACKED SECURITIES

On May 4, 2004, the SEC proposed new and amended rules and forms to address comprehensively the registration, disclosure, and reporting requirements for asset-backed securities (ABS) under the Securities Act of 1933 (the Securities Act) and the Securities and
Exchange Act of 1934 (the Exchange Act).
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1. ProposedRegistration Requirementsfor ABS
a. What Qualifies as ABS?
The SEC has proposed to clarify the definition of ABS, while broadening its application
beyond its current usage. Specifically, an ABS would be defined as
a security that is primarily serviced by the cash flows of a discrete pool of receivables or other
financial assets, either fixed or revolving, that by their terms convert into cash within a finite
time period, plus any rights or other assets designed to assure the servicing or timely distributions of proceeds to the security holders; provided that in the case of financial assets that
are leases, those assets may convert to cash partially by the cash proceeds from the disposition
70
of the physical property underlying such leases.
Consistent with current practice, to fall within the reporting and disclosure regime proposed in this release, an ABS issue would have to meet the following characteristics (the
legal nature of the issuing entity would be irrelevant):
" neither the depositor nor the issuing entity could be (or become as a result of the
issuance) an investment company under the Investment Company Act of 1940; and
" the issuing entity must be passive and its activities must be restricted to the ABS
transaction.
Under the proposed rules, no non-performing assets could be part of the original asset
pool at issuance, though non-performing assets may be measured as of a cut-off date prior
to issuance. Furthermore, delinquent assets could not constitute 50 percent or more of the
original asset pool generally. An asset is delinquent if any portion of the contractually
required payment amount is thirty days or more past due, but partial payments on past due
amounts would not be permitted to cause an asset to be re-classified as current, unless part
of a contractually agreed restructuring.
The proposed definition of ABS has been explicitly expanded to include leases where a
portion of the cash fldws comes from the sale of the asset underlying the lease. Accordingly,
the SEC proposes to cap, for purposes of the definition of ABS, the portion of anticipated
cash flows that can be derived from such liquidations at 50 percent of the original asset
pool at the time of issuance generally or 60 percent for automobile leases.
The release proposes to codify exceptions to the requirement for a discrete pool of assets.
Under the proposal, properly structured master trust, pre-finding, and revolving period
arrangements would be included within the definition of ABS. Master trust arrangements
would not be subject to any pre-determined limits. For pre-funding periods, as much as 50
percent of the offering proceeds could be used for up to one year from the date of issuance.
The proposed limits on revolving periods would take into account the nature of the asset
being securitized. For assets such as credit card receivables or home equity lines of credit
that, by their nature, revolve, there would be no limit on the duration of the revolving
period or the number of assets that could revolve. For fixed receivables, additional assets
could be acquired for up to one year and for 50 percent of the offering proceeds.
b. U.S. and Non-U.S. ABS Issuers Would Receive Similar Treatment
Currently, the SEC generally allows non-U.S. issuers to utilize shelf registration only
after they conduct one or more non-shelf offerings subject to SEC review. Under the

70. This proposed rule has now been adopted and codified at 17 C.ER. § 229.1101 (2005).
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proposed rule, non-U.S. ABS would be eligible for registration on the same forms and
would be subject generally to the same disclosure requirements as U.S. ABS. This would
allow non-U.S. issuers to access the U.S. ABS markets more quickly and easily than under
current practice. However, the SEC would require non-U.S. ABS issuers to provide a comparison of the relevant legal, regulatory, and administrative regime to that of the United
States.
c. When Must Underlying Assets Be Registered in Connection With the Registration of
ABS?
If assets underlying a securitization are themselves deemed securities within the meaning
of the Securities Act, then those assets must themselves be registered or exempt from registration under the Securities Act. Under the proposal, the offering of the underlying securities must itself be registered unless all of the following are true:
* the depositor would be free to publicly resell the underlying securities without registration;
* neither the issuer of the underlying securities nor any of its affiliates has a direct or
indirect agreement, arrangement, relationship, or understanding relating to the underlying securities and the ABS transaction; and
* neither the issuer of the underlying securities nor any of its affiliates is an affiliate of
the sponsor, depositor, issuing entity, or underwriter of the ABS transaction.
Asset types including residential mortgages, student loans, auto loans, and credit card
receivables would meet these conditions and thus would not be affected.
2. ProposedDisclosure Guidance
The SEC has proposed a new set of disclosure items for ABS entitled Regulation AB,
which is based on existing disclosure practices and would form the basis for disclosure for
new issuances under the Securities Act as well as ongoing reporting under the Exchange
Act. Audited financial statements would not be required; rather, the SEC would require an
attestation by a registered public accounting firm as to an assessment of compliance with
servicing criteria. The disclosure required will include information as to, among other
items, transaction parties, pool assets, transaction structure, significant obligors, and credit
enhancement.
3. Other Items
The proposed rule also addresses permissible communications during the offer process
and sets out certain requirements with respect to an ABS issuer's ongoing reporting requirements under the Exchange Act. The SEC is proposing that the rule would become
effective for new offerings beginning three months after the effective date of the final rule.
Outstanding ABS would need to comply with the new Exchange Act rules beginning with
fiscal years ending six months after the effective date.
D. U.S.

FEDERAL REGULATORY AGENCIES PROPOSE INTERAGENCY STATEMENT ON "SOUND

PRACTICES CONCERNING COMPLEX STRUCTURED FINANCE ACTIVITIES"

On May 14, 2004, the SEC along with the Office of the Comptroller of the Currency
(the OCC), the Office of Thrift Supervision (the OTS), the Federal Reserve Board (the
FRB), and the Federal Deposit Insurance Corporation (the FDIC), collectively (the AgenSUMMER 2005
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cies), proposed an interagency statement (the Proposed Statement) on "sound practices
concerning the complex structured finance activities of financial institutions" that are supervised by the Agencies. 7' The Proposed Statement indicates that financial institutions
should maintain a comprehensive set of formal, firm-wide policies, procedures, and control
systems (the Policies and Procedures) that provide for the identification, documentation,
evaluation, and control of the full range of credit, market, operational, legal, and reputational risks that may be associated with their structured finance activities.
1. Who is Affected?
Financial institutions targeted by the Proposed Statement include the following: national
banks, in the case of the OCC; federal and state savings associations and savings and loan
holding companies, in the case of the OTS; state member banks and bank holding companies, in the case of the FRB; state non-member banks, in the case of the FDIC; and
registered broker/dealers and investment advisers, in the case of the SEC. For the purposes
of the Proposed Statement, U.S. branches and agencies of non-U.S. banks supervised by
the FRB, the OCC, and the FDIC are also financial institutions.
2. Responsibilitiesof the Board of Directorsand Senior Management
The Proposed Statement places responsibility on a financial institution's board of directors and senior management to adopt and implement the Policies and Procedures, and to
instill a culture that encourages personnel to elevate ethical concerns regarding complex
structured finance transactions to appropriate levels of management. Among other things,
the Proposed Statement places responsibility on the board of directors and senior management to ensure that incentive compensation plans are not structured in a way that encourages personnel involved in complex structured finance transactions to cross ethical boundaries when executing such transactions.
3. Contents of the Policiesand Procedures
Policies and Procedures should be designed to ensure that financial institutions consistently and appropriately manage their structured finance activities, on both a per transaction
and relationship basis, with all customers and in all jurisdictions where they operate. In the
case of U.S. branches and agencies of non-U.S. banks, the Policies and Procedures should
be coordinated with the group-wide policies developed in accordance with the rules of the
non-U.S. bank's home supervisor.
The Policies and Procedures should, among other things: (1) define what constitutes a
complex structured finance transaction; (2) clarify the process that a financial institution's
personnel must follow to obtain approval for complex structured finance transactions;
(3) establish a control process for the approval of all new complex structured finance products; (4) ensure that the reputational and legal risks associated with a complex structured
finance transaction, or series of transactions, are identified and evaluated in both the transaction and new product approval process and appropriately managed by a financial institution; (5) ensure that a financial institution provides its customers with appropriate information concerning the structure and risks of the transaction; and (6) ensure that a financial
institution receives appropriate training concerning the complex structured finance activities.

71. Interagency Statement on Sound Practices Concerning Complex Structured Finance Activities, Exchange Act Release No. 34-49695, 69 FR 34354-01 (June 21, 2004).
72. Id.
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FINAL RULE FOR NON-U.S. BANK EXEMPTION FROM INSIDER LENDING

PROHIBITIONS OF EXCHANGE ACT SECTION

13(K)

On April 26, 2004, the SEC adopted a final rule (the Final Rule) providing an exemption
to qualified non-U.S. banks from the insider lending prohibition under Section 13(k) of
the Exchange Act, which was added by Section 402 of the Sarbanes-Oxley Act of 2002.
Section 13(k) of the Exchange Act (the Insider Lending Prohibition) prohibits both domestic and non-U.S. issuers, directly or indirectly, from extending credit, arranging the
extension of credit, or renewing the extension of credit in the form of a personal loan to,
or for, their directors or executive officers, with certain specified exemptions. One exemption permits such personal loans by a bank or depository institution that is insured under
the Federal Deposit Insurance Act (the FDIA Exemption). However, non-U.S. banks are
not eligible for the FDIA Exemption. To redress this disparate treatment between nonU.S. and domestic banks, the Final Rule provides an exemption (the Non-U.S. Bank Exemption) from the Insider Lending Prohibition for non-U.S. banks that satisfy certain
criteria comparable to those imposed on domestic banks that are eligible for the FDIA
Exemption. The Final Rule defines a non-U.S. bank as an institution that is organized and
regulated as a bank in a jurisdiction other than the United States and that engages directly
in banking activities that are usual for the business of banking in its home jurisdiction. In
addition, under the Final Rule, foreign governments, their political subdivisions, and
government-owned or controlled entities that are permitted to file registration statements
on Schedule B under the Securities Act are entirely exempt from the Insider Lending
Prohibition.
1. Requirementsfor the Non-U.S. Bank Exemption

Under the Final Rule, a non-U.S. bank, its parent, or its other affiliates qualify for the
Non-U.S. Bank Exemption with respect to loans made by the non-U.S. bank or its subsidiary to directors or executive officers of the non-U.S. bank, its parent, or its other affiliates
if two requirements are satisfied.
To meet the first requirement, which is the Home Jurisdiction Deposit Protection or
Comprehensive Consolidated Supervision Requirement, either:
* the laws or regulations of the non-U.S. bank's home jurisdiction require the non-U.S.
bank to insure its deposits or be subject to a deposit guarantee or protection scheme;
or
* the FRB has determined that the non-U.S. bank or another bank organized in the nonU.S. bank's home jurisdiction is subject to comprehensive supervision or regulation on
a consolidated basis by the bank supervisor in its home jurisdiction (favorable CCS
determination).
A non-U.S. bank seeking to qualify for the Non-U.S. Bank Exemption is not required
to obtain a favorable CCS determination to satisfy this first requirement. A non-U.S. bank
may satisfy this first requirement if another bank from its home jurisdiction (1) is under
substantially the same banking supervision or regulation as the non-U.S. bank and (2) has
previously received a favorable CCS determination.
To meet the second requirement, which is the Home Jurisdiction Insider Lending Restriction Requirement, the loan must be:
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" on substantially the same terms as those prevailing at the time for comparable transactions by the non-U.S. bank with other persons who are not executive officers, directors, or employees of the non-U.S. bank; or
" pursuant to a benefit or compensation program that is widely available to employees
of the non-U.S. bank and does not give preference to any of the executive officers or
directors of the non-U.S. bank over any other employees; or
" has received the express approval of the bank supervisor in the non-U.S. bank's home
jurisdiction.
This second requirement seeks to establish insider lending restrictions that are substantially
similar to those required for domestic banks in the United States.
2. Disclosure Requirements

The Final Rule requires that if a non-U.S. bank has granted a loan that is either accounted
for on a non-accrual basis, past due, restructured, or potentially problematic under Industry
Guide 3, it must identify the director, senior management member, or other related party
who received the loan and must describe the nature of the loan recipient's relationship to
the non-U.S. bank in the non-U.S. bank's annual report filed with the SEC. The purpose
of this requirement is to ensure that substantially the same disclosure standards apply to
domestic and non-U.S. banks.
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